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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
GERBER, Judge: Respondent determ ned a $10, 286 defi ci ency
in petitioners’ 1996 Federal incone tax. After concessions, the
i ssue that remains for our consideration is whether petitioners
are entitled to deduct any portion of attorney’'s fees incurred in
connection with the termnation of enploynent and the pursuit of

a civil rights action.
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FI NDI NGS OF FACT

Petitioners resided in Cakdale, California, at the tine
their petition was filed in this case. Francis L. Renkiew cz
(petitioner), during August 1993, was enployed by the Board of
the Lynwood School District as an assi stant superintendent for
busi ness services. Petitioner, who is Caucasian, was supervised
by an African Anmerican; the senior managenent staff was conposed
exclusively of African Anmericans; and the school district board
was conposed of a majority of African Anericans. Petitioner
beli eved that he was being discrimnated agai nst, and he was
concerned that his enploynent could be term nated. Although he
believed hinself to be qualified, he was given substandard
ratings, bypassed in his line of authority or command, and his
responsibilities were relegated to African American enpl oyees who
were subordinate to petitioner.

During April 1994, petitioner nmade a conpl ai nt about the
perceived discrimnation to the U S. Equal Enploynent Cpportunity
Comm ssion, which in turn referred the matter to the California
Department of Fair Enploynment and Housing, which in turn notified
petitioner’s school board. The school board notified petitioner
that they did not intend to reenploy himat the end of his 1-year
termand offered himan opportunity to address the board during
April 1994. Petitioner expected to be termnated fromhis

current position but hired an attorney for the purpose of
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protecting his enploynment reputation and to nmake sure that the
termnation of his enploynent did not jeopardize his potenti al
for future enploynent. The attorney attended the school board
meeting at which petitioner’s performance, evaluation, and the
intent not to reenploy himwere the subject matter. |In
particul ar, petitioner sought to have the attorney attenpt to
[imt any damaging information that m ght be available in
connection wth his past enploynment with the Lynwood School
District.

After representing petitioner at the board neeting,
petitioner’s attorney explained that the nost effective approach
for reaching their objectives would be to bring a discrimnation
action under title VII of the Gvil R ghts Act of 1964, 42 U S.C
secs. 2000a to 2000b-2.! Petitioner’s conplaint was filed on
Cctober 12, 1995, in the United States District Court, Central
District of California alleging racial discrimnation against him
by the Lynwood School District and its trustees. Petitioner
obtai ned a position at the Cakdal e School District where the
superintendent knew of his termnation fromthe prior schoo
district. It was understood that the continuation of
petitioner’s position with the Oakdale D strict depended on his

success in the final resolution of petitioner’s litigation

1 As anended in 1991, see United States v. Burke, 504 U.S.
229, 241 n.12 (1992).
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agai nst the Lynwood School District. The cause of action was
based solely on the Gvil R ghts Act of 1964, 42 U S.C secs.
2000a to 2000b-2. Petitioner alleged discrimnation in placing
hi mon adm nistrative | eave and not review ng his enpl oynent
agreenent, and he sought damages for enotional distress, backpay,
punitive damages, attorney’'s fees, and the cost of his suit.

During 1996, the parties to the above-referenced litigation
entered into a settlenent agreenent under which petitioner
recei ved danmages of $140,000 solely for enotional distress. Also
during 1996, petitioner paid |legal fees and costs, in the total
amount of $55,127.03, for the | egal representation concerning the
term nation of his enployment with the Lynwood District and the
Cvil Rghts Act litigation and its settlenent. On their U S
| ndi vi dual I nconme Tax Return (Form 1040) for 1996, petitioners
clainmed, on Schedule A, Item zed Deductions, the $55,127.03 for
| egal fees and costs, and respondent disallowed the claim O
t he $55,127.03 in legal fees, $10,000 is attributable to the
attorney’s efforts before the school board and to protect
petitioner’s potential for future conpensation as an enpl oyee.

OPI NI ON
Respondent agrees that petitioner’s $140, 000 settl enent

recovery is exenpt fromtax under section 104(a)(2).2 The

2 Al section references are to the Internal Revenue Code in
effect for the year in issue, and all Rule references are to the
(continued. . .)
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controversy here is whether petitioners are entitled to deduct?
any part of the |egal fees and costs incurred in his |egal
representation before the school board and the subsequent civil

rights legal action. See, e.g., Rutt-Hahn v. Comm ssioner, T.C

Meno. 1996-536. Respondent, however, relies on section 265 to
support his determnation that these otherw se all owabl e
deductions may not be deducted if allocable or attributable to
excl udabl e i ncone.

Section 265, in pertinent part, provides:

SEC. 265(a) General Rule.--No deduction shall be
al l oned for--

(1) Expenses.--Any anount otherw se allowable as a
deduction which is allocable to one or nore cl asses of
inconme * * * wholly exenpt fromthe taxes inposed by
this subtitle, or any anmount otherw se all owabl e under
section 212 (relating to expenses for the production of
i ncome)* * *

See also Bent v. Conm ssioner, 87 T.C 236, 251 (1986) (and cases

cited therein), affd. 835 F.2d 67 (3d Cir. 1987).
Petitioners argue that the |legal fees and costs were not
attributable to the receipt of incone that is exenpted by section

104. Petitioner contends that his purpose in hiring the attorney

2(...continued)
Tax Court Rules of Practice and Procedure, unless otherw se
i ndi cat ed.

3 Petitioners sought the deduction on Schedule A, Item zed
Deducti ons, and, accordingly, there is no dispute as to whether
their deduction is subject to the [imtations connected with such
deduct i ons.
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was to protect his ability to earn incone. Accordingly, we nust
consi der whether the legal fees are attributable to petitioner’s
enpl oynent status and not to the tax-exenpt incone.

Section 1.265-1(b), Inconme Tax Regs., deals with the
definition of the terns “exenpt” and “nonexenpt” inconme for
pur poses of section 265. Section 1.265-1(b)(1), Incone Tax
Regs., in pertinent part, states that a “‘class of exenpt incone’
means any class of inconme (whether or not any anmount of incone of
such class is received or accrued) wholly exenpt fromthe taxes
i nposed by subtitle A of the Code.” Section 1.265-1(b)(2),
I ncone Tax Regs., defines “nonexenpt incone” as “any incone which
is required to be included in gross incone.” There is no
guestion that petitioner’s lawsuit recovery was exenpt incone.
Li kewi se, petitioner’s current and possibly his future
conpensation from enpl oynent woul d neet the definition for
nonexenpt incone set forth in the regulation. |In that regard, in
addition to the $140, 000 recovery, petitioner’s attorney’s
efforts permtted himto continue earning enpl oyee conpensati on,
both during the year under consideration and for future years.*

Section 1.265-1(c), Inconme Tax Regs., provides for
al l ocation of expenses between exenpt and nonexenpt sources of

i nconme, as foll ows:

4 For the taxable year under consideration (1996),
petitioner reported al nost $69, 000 in wages from enpl oynent in
t he Oakdal e School District.
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Expenses and anmounts ot herw se al |l owabl e which are

directly allocable to any class or classes of exenpt

i ncone shall be allocated thereto; and expenses and

anounts directly allocable to any class or classes of

nonexenpt inconme shall be allocated thereto. |If an
expense or anount otherwi se allowable is indirectly

allocable to both a class of nonexenpt inconme and a

cl ass of exenpt income, a reasonable proportion thereof

determined in light of all the facts and circunstances

in each case shall be allocated to each.

Initially, petitioner hired the awer to protect his
current enpl oynent and ensure his future enpl oynent and his
ability to earn a living. To the extent that the |lawer’s
services dealt with those aspects, the regulation permts
all ocation to nonexenpt incone. |In that regard, to the extent
that any portion of the legal fee was attributable to the
protection of petitioner’s enploynent status, it nay be
deducti bl e under section 162.

The $140, 000 of exenpt inconme was attributable to the
| awer’s efforts. W have also found that $10,000 of the
$55,127.03 in legal fees was attributable to the |awer’s
representation of petitioner before the school board and his
efforts to protect petitioner’s current and potential for future
enpl oynment. Accordingly, respondent’s determ nation is sustained
with respect to $45,127.03 of the clained | egal fees, and
petitioners are entitled to a deduction of $10, 000.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




